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This is a comparative study on the credit control policies and
procedures among American, British, local Chinese commercial banks.
Information regarding essential features of the credit activities in
each of the categories of banks are mainly collected through
interviews with bank officers of the selected banks.
Sections 22-32 of the Hong Kong Banking Ordinance have laid
down the rules governing the loans and investments made by
commercial banks running business in Hong Kong. All banks have
implicit policies of observing these legal restrictions. Major
differences in lending and credit control policies among the
American, British, and local Chinese commercial banks are found in
the areas of target customers, preference for security loans,
acquaintance lending, and credit control organization structure and
operation procedures.
Small local Chinese commercial banks mostly lend to local
businessmen while both American and British banks place more
emphasis on corporate customers. Secured and acquaintance lending
are preferred more by local Chinese and British banks than by
American banks. One or two British banks may have had experience of
name lending as inferred from current news.
The organization structure and operation procedures for credit
control show a marked distinction among the American, British, and
local Chinese commercial banks. There is an independent credit
control department or committee in the British and local Chinese
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commercial banks whereas the American banks have no similar credit
control structure. The credit control department serves as an
independent counter-checking on the credit analysis of the customers
in addition to the marketing officer's credit assessment of the same
customers before the loan proposal is finally approved. This has
the merit of ensuring more objective and stricter control but has
the drawback of time-consuming and duplication of certain duties.
The American banks' marketing officers, on the other hand, are held
fully responsible for the creditworthiness of his customers. This
has the merit of quick decision on customers' loan application but
has the danger of relying too much on the marketing officers'
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CHAPTER I
INTRODUCTION
1.1 Objective and Scope of Study
In view of the numerous occasions of defaults coupled with
large amounts of bad debts being written off by many banks recently,
this study will examine the credit control policies of some selected
banks with typical American, British, or local Chinese management
styles.
Background knowledge of theoretical lending policies is the
prerequisite for facilitating the analysis of the existing lending
policies of the various banks. As relatively few books talk about
the subject, the literature review has to rely to a larger extent on
other sources of information such as periodicals and daily
newspapers.
Af ter analysing the existing lending policies of the selected
banks through interviews with officers. of the banks, the special
forms of credit control arrangements being used will be discussed.
The questions will also address the kinds of problems that are most
often met in the course of implementing the lending policies, credit
assessments, and credi t' control arrangements. The feasible
solutions to these problems will also be discussed.
Due to the confidential- nature of the figures of outstanding
bad debts, this study will not try to correlate credit control
policies with the amounts of funds loaned out nor with the amounts
2of bad debts being written off. Rather, this study will adopt an
organizational and problem-solving approach to examining what kind
of credit control policies, if any, have or have not been adopted by
representative banks to minimize losses arising from bad accounts.
Lastly, by examining the merits and demerits of the existing
lending policies with respect to the incremental advantage of
additional credit control arrangements, the writers wish to draw
conclusions as to whether better credit control arrangements could
be generalized with some basic elements and whether these elements
could constitute a general model. A comparison of the corresponding
credit control arrangements in different management styles could
facilitate the above analysis.
In a nutshell, the essential elements of this study are:-
1. To discuss the theoretical lending policies
for commercial banks, taking into consideration
the Hong Kong banking environment and some
related major legal restrictions
2. To examine, through in-depth interviews and some
secondary source: of information, the existing
lending policies and procedures being adopted by
selected batiks
3. To find out, also through interviews, what kinds
of credit control policies and procedures,
explicit and implicit, exist
4. To examine the problems in lending activities and
feasible solutions
5. To evaluate the merits and demerits of the existence
or absence of credit control policies
36. To compare the above issues among the
selected banks to see if there are some common
meritorious elements basic to the lending activities,
and, if so, whether these elements could add up to
a general model.
1.2 Operational Def initions
Definition of a Bank
The Banking Ordinance (Chapter 155 of the Laws of Hong Kong
defines a bank as:-
A company which carries on banking business
and holds a valid licence granted by the Commissioner
of Banking. Banking business means the business
of either:-
(a) receiving from the general public money on current,
deposit, savings or other similar account repayable
on demand or within less than 3 months or at call
or notice-of less than 3 months or
(b) paying or collecting cheques drawn by or paid in
by customers or
(c) (a) and (b) combined.
Commercial Bank
A commercial bank is one kind of non-governmental banking
institution. It is different from other financial institutions in
that it can accept demand deposits (that is, cheque book deposits),
which constitute the most significant portion of the money supply in
industrialized countries. By lending and investing its funds, a
commercial bank promotes the full use of the available capital of a
country. This facilitates the economic processes of production,
distribution, and consumption. There are a total of 136 licensed
banks in Hong Kong as at the end of 1983. Our research will be
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based on interviews with eight of these licensed banks.
American, British, and Local Chinese Commercial Banks
American Commercial Banks refer to those banks whose mother
banks are incorporated in the United States and that adopt an
American management style, which is relatively aggressive.
British Commercial Banks refer to those banks whose mother_
banks are incorporated in Britain or in Hong Kong. These banks
adopt a British management style, which is relatively conservative.
Local Chinese Commercial Banks refer to those banks whose
mother banks are incorporated in Hong Kong and whose management
style is of the Chinese inheritance, which is relatively reserved
but progressive. PRC banks are excluded from this study.
Credit Control Policies and Procedures
These are' policies and procedures adopted by a bank with a view
to safe-guarding its lending. The policies may be as explicit as
setting up a separate division in charge of the credit control
activities. Or the policies may be implicit in the process of
assessing the applications for various term loans and keeping watch
on the performance of the approval of loans.
1.3 Limitations
The amount of time available is perceived to be the greatest
limitation. Since the core materials of this study are extracted
from in-depth interviews, the number of banks that could be
approached were limited and represented only a small portion of each
of the three categories of banks: American, British, or Local
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Chinese Commercial Banks.
The findings came out as anticipated that in certain essential
figures, such as 'the amounts of each type of loan outstanding or the
amounts of bad debts over the years, were not disclosed by the
banks. Thus no quantitative comparison can be made between lending
policies and amounts of bad debts or outstanding loans, for
ins tance.
Finally, the time allocated by the bank officers was limited
and thus discussion was very concise. In some cases, points covered





The prerequisite for analysing empirical information collected
from field survey is background knowledge about banking. In this
connection, this report will also discuss the banking system of Hong
Kong, the legal restrictions on_ the banking business, the relevant
basic objectives of the banking business and the study of the credit
control policies and procedures. Relevant books and literature on
these areas have been reviewed. In addition, useful information has
been collected from periodicals, newspapers, and magazines.
2.2 Sampling
A survey of the licensed banks in Hong Kong was first
undertaken to provide, the sample base for the research. The banks
were then classified as three categories of commercial banks. They
are the American, British, and local Chinese Commercial banks,
categorized according to their place of incorporation and management
style. The three categories of American, British, and local Chinese
commercial banks are listed on Tables 1, 2, and 3, respectively.
We have used the Stratified Sampling Approach to select those
representative banks that have a large volume of business and a
history of many years. To increase the validity of the research,
two to three representative banks from each category will be
included in our sample.
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TABLE 1
Licensed Banks Incorporated In The United States
As at April 30, 1982
American Express International Banking Corporation
Bank of America N.T. and S.A.
Bankers Trust Company
Chase Manhattan Bank, N.A.
Chemical Bank
Citibank, N.A.
Continental Illinois Bank and Trust Company of Chicago
Crocker National Bank
First National Bank of Boston
First National Bank of Chicago
Manufacturers Hanover Trust Company of New York
Mellon Bank, N.A.
Morgan Guaranty Trust Company of New York
North Carolina National Bank
Northern Trust Company
Rainier International Bank
Republic National Bank of New York
Security Pacific National Bank
United California Bank
Wells Fargo Bank, N.A.
Source: Economic Research Department, Hong Kong Banking




Licensed Banks Incorporated In The United Kingdom
As At April 30, 1982
Bank of Scotland,
Barclays Bank International Ltd.
The Chartered Bank
Lloyds Bank International Ltd.
Mercantile Bank Ltd
M i d la nd Bank Ltd.
National Westminster Bank Ltd.
Royal Bank of Scotland Ltd.
Source: Hong Kong Banking Fact Sheet, p.14.
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TABLE 3
Licensed Banks Incorporated In Hong Kong
As At April 30, 1982
Bank of Canton
Bank of East Asia Ltd.
Chekiang First Bank Ltd.
Commercial Bank of Hong Kong Ltd.
Dah Sing Bank Ltd.
Far East Bank Ltd.
Grindlays Dao Heng Bank Ltd.
Hang Lung Bank Ltd.
Hang Seng Bank Ltd.
The Hongkong and Shanghai Banking Corporation
Hong Kong Chinese Bank Ltd.
Hong Kong Industrial and Commercial Bank Ltd.
Hong Kong Metropolitan Bank Ltd.
Hong Nin Bank Ltd.
Ka Wah Bank Ltd.
Kwong On Bank Ltd.
Liu Chong Hing Bank Ltd.
Overseas Trust Bank Ltd.
Shanghai Commercial Bank Ltd.
Sun Hung Kai Bank Ltd.
Tai Sang Bank Ltd.
.Tai Yau Bank Ltd.
Union Bank of Hong Kong Ltd.
United Chinese Bank Ltd.
Wayfoong Finance Ltd.
Wing Hang Bank Ltd.
Wing Ling Bank Ltd.
Wing On Bank Ltd.
Source: Hong Kong Banking Fact Sheet, p. 13.
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2.3 Info rrna tion Collection
A questionnaire was not used because every bank is unique in
organization and operation. Moreover, a questionnaire often does
not provide in-depth information. Therefore, the field survey,
which mainly consists of persona]. Interviews with appropriate
officers, was employed.
The interviewees came from various levels, such as front-line
credit officer, Credit Manager, up to Vice President. Other
interviewees came from the supporting-line, such as Credit Control
Officer and credit analysis staff. To minimize any bias from
interviewing only line or staff men, we have interviewed both line
and staff man from the selected banks.
To increase the efficiency and effectiveness of information
gathering during the interviews, a number of structured questions
were predetermined, based on certain presumptions. The questions
are shown on Appendix I. Some of these questions may not be used in
some interviews, whereas some other additional questions may
supplement the list of structured questions, depending on the unique
information provided by the interviewees.
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CHAPTER III
THE SIGNIFICANCE OF THE CREDIT CONTROL POLICIES AND
PROCEDURES OF A BANK
The credit control policies and procedures of a bank are laid
down to perform two major categories of functions:
1. To guide the bank's overall operations so that it
will pursue the chosen areas of business within the
legal provisions regarding banking practices in
Hong Kong.
2. To provide guidelines for all the staff members
involved, with bank lending so as to achieve corporate
objectives, such as obtaining reasonable profits and
minimizing risks and amounts of bad debts.
To grasp' the overall significance of the credit control
policies and procedures of any individual commercial bank, it is
relevant to consider:-
1. the overall banking environment in Bong Kong
2. the major legal restrictions on banking business
3. the basic objectives of credit control
policies
4. the credit control policies and procedures of and their
contributions to individual banks in practice.
3.1 The Overall Banking Environment in Hong Kong
Multinationalism is one of the many characteristics of the
banking industry in Hong Kong. Of the 136 banks licensed by the end
12
of 1983, 98 are incorporated outside Hong Kong, 35 are incorporated
in Hong Kong and 3 are unincorporated local banks operating under
restricted licenses. (1) Table 4 shows the frequency distribution
of licensed banks by their countries of incorporation.
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TABLE 4
Licensed Banks By Country Of Incorporation
As at the End Of April 1982
No. of BanksCountry of Incorporation
35Hong Kong
20United States of America
9People's Republic of China
8United Kingdom



















Source: Hong Kong Banking Fact Sheet, p.10.
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Most commercial banks are also involved in mixed banking
business, that is, a business that provides a wide spectrum of
services ranging from consumer banking to corporate Financing.
The Hong Kong banking system is a mixture of the unit banking
system and the branch banking system. Until 1959, very few banks
had branches. But since 1959 bailk branches began to emerge and, at
the end of 1983, there were 136 licensed banks maintaining 1531
offices in operation in Hong Kong. (2) This represents a banking
density of about one bank office per 3,500 members of the population
as at the end of 1983, when the population was 5, 344, 400.
For the period from 1960 to 1980, a large number of local
banks have entered into partnership with or have come under control
of the foreign banking giants through takeovers and mergers. A few
local banks were acquired by some other local banks. The interbank
holding positions among licensed banks in Hong Kong at the end of
April 1982 are shown in Table 5.
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Table 5
Inter-bank Ownership in Hong Kong
Hulding Institution























Banque Paris et des Pays-Bas
Banque Worms
Majority interest in
Hang Seng Bank, Mercantite Bank
Wayfoong Finance Ltd
Bank of Canton
Hong Kong Industrial and Commercial
Bank. Hong Kong Chinese Bank
Chung Khiaw Bank
Wing Hang Bank
Four Seas Communications Bank
Underwriters Bank
Kwong On Bank
Hong Kong Metropolitan Bank
Minority Interest in





Banque Belge pour L'Etranger
European Asian Bank
European Asian Bank
Commercial Bank of Hong Kong
Liu Chong Hing Bank
Sun Hung Kai Bank
Far East Bank
Notes: As at the end of April 1982.
Licensed Banks in Hong Kong
Formed by the merger of Standard Band and Chartered Bank
Its holding company. International Consolidated Investments Ltd. has a minority interest in
Hang Lung Bank
Source: "Hong Kong Banking Fact Sheet", p.12
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The Exchange Fund System
Hong Kong does not adopt the central banking system as do
more and more other places in the world. Whereas a central bank in
other places exercises control and leadership over the commercial
banks, such as supervising financial ins ti- tutions, managing official
foreign exchange reserves, or providing banking services to the
government, the same functions are carried out in Hong Kong by
various different government offices or by the note-issuing banks.
Probably due to the consistent budget surpluses and resulting
absence of Government debt prior to 1982, and due to the absence of
control on foreign exchange dealing in Hong Kong, the range of
central bank functions required is narrower than that in many other
countries. The Hong Kong Government Exchange l uUd i s a g v, 1 1111 11.
account managed by the Monetary Affairs Branch coF tint' Government
Secretariat to assist in the carrying out ooIt certain central. bau
functions in Hong Kong. It was established by the Currency
Ordinance of 1935 (later renamed the Exchange Fund Ordinance). It
is now an effective banker to the government.
In 1976, the assets of the Coinage Security Fund (which held
the backing for coins issued by the government) as well as the bulk
of the foreign currency assets held in the government's General
Revenue Account were transferred to the Exchange Fund. In exchange,
the Fund issues interest bearing Certificates of Indebtedness to the
government proper. Therefore, the bulk of the government's
financial assets are now held in the Exchange Fund. The principal
r ole 'of the fund is to manage these assets, although it retains the
power as defined in the Exchange Fund Ordinance to influence the
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exchange value of the Hong Kong dollar. The fund's assets are held
in bank deposits in Hong Kong dollars and in certain foreign
currencies, and in various interest-beariig insLruments in foreign
currencies.
The Exchange Fund has, in effect, become the sole depository
of official foreign currency and Hong Kong dollar assets and the
sole intermediary between the government and the banking system.
The Exchange Fund does not perform all the central bank functions.
The Hong Kong and Shanghai Banking Corporation, for example,
supervises the operation of the clearing system and the settlement
of clearing takes place through accounts with the Banking
Corporation rather than the Exchange Fund. The Chartered Bank and
the Hong Kong and Shanghai Banking Corporation are the two principal
note-issuing banks. Occasionally the Hong Kong and Shanghai Banking
Corporation has served in the role of the lender of last resort in.
periods of difficulties. During the series of collapses of
deposit-caking companies in 1983, for example, the Banking
Corporation announced its willingness to give financial support to
those deposit-taking companies with good records of management.
When the Exchange Fund intervenes in the foreign exchange or
the money markets, it must do so indirectly through commercial
banks. For ins tance, the Exchange Fund does not issue banknotes in
Hong Kong. Instead, The 'Chartered Bank and the Hong Kong and
Shanghai Banking Corporation issue Hong Kong banknotes against
holdings of Certificates of Indebtedness issued by the Exchange
Fund. To obtain the Certificates of Indebtedness, the note-issuing
banks are required to pay foreign exchange to the Exchange Fund.
Thus the bank notes are issued on government authority through an
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intermediary. The Exchange Fund holds foreign currency assets,
which are the ultimate backing for the note issue, but commercial
banks actually printed and distributed the notes.
When the }long Kong dollar was pegged to sterling prior to June
1972, certificates of indebtedness were issued to and redeemed by
the note-issuing banks against payment in sterling at a fixed
exchange rate. From June 23, 1972 to October 15, 1983, such
payments were made in Hong Kong dollars. Effective October 17, 1983,
certificates of indebtedness have been issued and redeemed against
payment in US dollars at a fixed exchange rate of US$1= HK$7.8.
In practice, any rise in the note-issue and thus circulation
has to be matched by a US dollar payment to the Exchange Fund, and
any fall in circulation is matched by a similar payment from the
fund. The note-issuing banks in turn extend this fixed rate to all
other banks in Hong Kong in respect of their note requirements.
Although the Exchange Fund is apparently limited in its functions as
compared to those provided by a central. bank, the government
considers the present institutional arrangements to be an adequate
means of implementing its monetary policies.
Another feature of the Hong Kong banking system is that there
is a well developed interbank money market. Wholesale Hong Kong
dollar deposits are traded among the banks and deposit-taking
companies. There are very few other short-term instruments, such as
Treasury Bills, Commercial Papers, or Commercial Bills. The recent
issue of Government Bonds amounting to 1hK$ 1 Billion is only the
second issue of Government Bonds since the issue of $250 million in
Government Bonds in 1975. The recent issue may help promote the
development of the secondary money market in Hong Kong, though the
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effect will probably be limited, for it is likely that the bonds
will be bought up, by banks as a long-term investment for reserve
purposes. In the absence of a developed secondary money market, the
interbank market is the major source of short-term funds through
which most banks manage their daily liquidity positions.
The importance of interbank funding in the financial system
can be reflected by the gross size of the interbank market, which
increased nine-fold in five years to reach $62.5 billion at the end
of 1982. This is probably one of the reasons for the conservatism
of local commercial banks, especially those operating on a small
scale and acquiring a limited market share of community deposits.
A very essential feature of the Hong Kong banking system is
the three-tie'r structure, comprised of three distinctive classes of
deposit-taking institutions: banks, licensed deposit-taking
companies and registered deposit-taking companies.
Banks may accept deposits from the public of any size and any
maturity, but the banks must follow the interest rate rules set by
the Hong Kong Association of Banks. The interest rate rules define
the maximum rates payable on bank deposits of original maturities up
to 15 months less a day. The only exception to this is that banks
may freely compete for deposits of $500,000 or more for terms of
less than three months.
Licensed deposit-taking companies are required by law, to have
a minimum issued share capital of $100 million and paid-up capital
of $75 million before the licensed status is granted by the
Financial Secretary under the Deposit-taking Company Ordinance.
Licensed deposit-taking companies may take deposits of any maturity
20
from the public, the amounts of the deposits being not less than
$500)000.
On the other hand, registered deposit-taking companies are
restricted to taking deposits of $50,000 or more with an original
term to maturity of at least three months. These companies are
granted registered status only if they meet certaLn basic criteria,
such as minimum paid-up capital of $10 million and if they are more
than 50 percent owned by banks in Hong Kong or elsewhere.
In the word's of Sir Philip Haddon-Cave, when he was still
Financial Secretary, the three-tier system was intended to ensure
that an effective interest rate agreement is available as an
instrument of monetary policy.
3-2 Major Legal Restrictions on Banking Business
Sections 22-32 of the Banking Ordinance (Revised Edition 1982)
have laid down certain rules governing the loans and investments
made by commercial banks running business in Hong Kong. The
following are the major items.
1. General Advances
A bank. shall not permit any advances to be
outstanding to any one customer or one group of
related customers in excess of 25 percent of
the paid-up capital and reserves of the bank.
2. Secured Advances
A bank shall not grant any advances against the
security of its own shares.
3. Unsecured Advances
a) A bank shall not permit any unsecured advances
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to be outstanding to any of its employees in
excess of his annual salary.
b) A bank shall not permit any unsecured advances
to any director of the bank. or any of his
relatives in excess of $250,000.
c) A batik shall not permit the aggregated unsecured
advances to its directors and/or their relatives
or companies controlled by or related to them in
excess of 10 percent of the paid-up capital and
reserves of the batik-.
4. Holding of Other Companies' Shares
A bank shall not hold any part of the share
capital of any other companies, with a few exceptions
such as the trustee subsidiaries of the bank, to an
aggregated value in excess of 25 percent of the
paid-up capital and reserves of the bank.
5. Holding of Land Interest
A bank shall not hold any interest in land to an
aggregated value in excess of 25 percent of its
paid-up capital and reserves.
6. Limitation on Aggregated Values
Notwithstanding the above limitations, the aggregated
value of 3(b) to 6 above shall not exceed 55 percent of
the paid-up capital and reserves of the bank. Also,.
the aggregated value of 3(b) to 5 above plus interest
in bank premises or staff .amenities shall not exceed
80 percent of the paid capital and reserves of the
bank.
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All banks doing business in Hong Kong are required by law to
observe the above legal restrictions, inter alia. These
restrictions automatically constitute part of the corporate control
policies of every bank and demand strict observance by lending
officers as well as the top management of the bank.
3.3 Credit Control Policies: Basic Objectives
Having discussed some basic legal restrictions that shape the
corresponding areas demanding compliance in banking policies, we may
now discuss the basic objectives of a commercial bank.
Confidence Objective
The major sources of funds for a bank include paid-up capital,
retained earnings, and acquired liabilities, such as deposits from
.customers, from other banks and deposit-taking companies in Hong
Kong, and from banks abroad. Among these, deposits constitute a
major proportion. As the end of December, 1983, deposits from
customers constitute 30.4% of the total external sources of funds
(i.e. liabilities) of all the licensed banks in Hong Kong, which
amount to $788,625 million. (4) This 'means deposits business is
crucial to the success of a commecial bank. Thus intense
competition in attracting deposits is found among the banks. But
unless the public has confidence in a bank, additional benefits
accompanying deposit-placing with the banks, such as higher deposit
interest rates set by some small local commercial banks, will be
unable to attract new customers. Confidence is closely associated
with a bank's reputation. A bank that has made a large bad loan
that endangers the bark's liquidity position will inevitably bring
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down its reputation and thus the public's confidence in the bark.
Furthermore, news of an immense bad loan may devastate public
confidence to such an extent that it ignites a bank-run. Thus,
before offering any loan which is large relative to the bank's loan
portfolio, a barnk should take every step possible to minimize the
risk of loss. This means that _loans should be Trade only to people
or companies who will be able to generate the resources to repay the
loans. As such, credit analysis and the associated credit control
policies and procedures are of paramount importance in safeguarding
a bank's interest as well as maintaining the public's confidence in
the bank.
Liquidity Objective
Among the three major types of deposits- Savings, Current
Account, and Time Deposits, Savings and Current Deposits are subject
to cyclical as well as irregular fluctuations. Monthly salaries
accounts may decrease gradually in a month, but the savings accounts
of a trader or speculator may increase and decrease significantly
within one single day. Current accounts deposits pose the same
problem. As a bank cannot usually reject any depositor's withdrawal
demands, the bank must ensure its sound liquidity position. It
cannot lend out of all its deposits. Nor can it lend out too little
or the bank will not be able to make a profit. In other words, it
needs to maintain its loan-to-deposit ratio within a certain range
that will generate adequate profit for the bank and at the same time
will ensure the bank's liquidity safety level as far as possible.
The cyclical aspects of the deposits should therefore be carefully
analysed and the loan portfolio should be managed accordingly.
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Profitability Objective
This is one fundamental objective for all business
organizations. Banks are no exception. Every bank aims at
generating sufficient profit to finance its growth and to provide
the resources it needs to achieve its other corporate objectives.
Profitability comes from good management and inirketi_ng strategies.
For barks, a third aspect is as important-- the credit control
strategies, for lending is the major barking business.
Community Service Objective
The banking business is essentially a service industry. A
bank maximizes its profits through providing services to the public,
business organizations, and governmental institutions. One
fundamental social obligation of a commercial bank is to try to
.serve the credit needs of its community for the betterment of the
community as a whole through facilitating production and
distribution. processes.
By the nature of the loan business, a bark usually faces two
types of risk. The first type is the credit risk, which is the
possibility that promised payments will not be made. Such risk is
usually taken because of the higher return and contribution to
banking objectives.. The second type of risk is the liquidity
pressure often associated with bank loans. The demand for bank
loans is typically highest in boom periods, when tight monetary
policies cause security prices and the rate of deposit growth to
decline. It is also impractical to sell most bank loans because of
their personal nature and their deposit relationships.
Nevertheless, a bank is willing to assume a higher average risk on
25
loans than on other bank assets because of its social obligations to
service the credit needs of its community.
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CITAPTER IV
MAJOR AREAS OF CREDIT CONTROL POLICIES
In order to achieve the desired objectives, a bank needs to
follow certain plans of action that will ensure maximum synergy from
the various courses of action. This means that all the strategies,
tactics, and corresponding implementation plans are interrelated in
one way or the other so that various activities will drive towards
enhancing the achievement of the principal corporate objectives.
Basic principal corporate policies will always be laid down by
the top management of each bank. The other subsidiary policies may
.be added by the management at lower levels who may find -such
secondary level policies necessary in the course of the
implementation of plans towards the achievement of corporate
policies. Changes in the economic system, banking structure or
legal restrictions may call for changes in corporate policies,
whereas changes in the competitive environment within the banking
industry may call for modifications in the subsidiary policies.
As lending is the major banking business, lending policies
.constitute the major part of the corporate policies. From the
information we have gathered, the following are some important areas
to be explicitly guided by a bank's lending policies:-







7. Approving Authority -of Loans
4.1 Types of Loans
General Categorization
One basic differentiation is between wholesale and retail
banking. The former deals, with providing loans, deposits and
subordinate services to public or private organizations, and the
latter deals with providing loans and deposit services to
individuals. Most American banks place utmost importance on
wholesale banking, though recently more emphasis is also being
placed on retail banking. Those British banks incorporated outside
Hong Kong set up a few branch offices in Hong Kong to deal with
wholesale banking business, while those incorporated in Hong Kong
may also have an extensive network of retail banking outlets. The
local Chinese comnp rcial banks place emphasis on trade financing
Vi th local manufacturers and the associated direct and indirect
lending business. Probably because of the limited scale of
operation, these banks place relatively little emphasis on retail
banking. Obviously, the right emphasis on wholesale or retail
banking is strategically important.
Specific Categorization
While banks may be categoried broadly as being either
wholesale or retail, bank loans may be divided into wholesale or
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retail banking, commercial bank loans may also be divided into four
major types-- commercial loans, consumer loans, mortgage loans, and
international loans.
Commercial Loans
Commercial loans can again be divided into three types --
Seasonal loans are short-term advances that furnish working
capital in excess of normal needs. They are needed seasonally and
are repaid when inventory and receivables are partially converted
into cash at the end of the season. These are self-liquidating
loans as their repayment depend on the convers ion of other current
assets into cash. Hence the usual control policy among all three
categories of banks (American, British, or local Chinese Commercial)
for seasonal 'loans is mainly careful credit analysis on the
probability of conversion of an appropriate compensating amount of
current assets into cash for the corresponding maturing loan.
Working capital loans are loans extending longer than a
season. Since such loans are usually repaid out of earnings and
only when the need for current assets decreases in a cyclical
pattern, repayments of such loans are riskier than the seasonal
loans.
Some common control policies for these loans are that
additional attention be given to the profitability and net worth
position of the borrower. Additional pledged receivables or
inventory should be required when the borrower's business is not
adequately profitable or has not a sound net worth base.
Term loans are usually used to purchase capital assets, to
acquire other companies, to increase working capital or to clean up
seasonal loans, working capital loans, and term loans.
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short-term debt. Such loans usually have a maturity of longer than
one year. Repayment will come from the net cash income of the
borrower's business over a number of years. Most term loans are
amortized over the periods of maturity of the loans and have
def inire repayment dates.
Term loans are riskier than seasonal and working capital loans
in the eyes of either the American, British, or local Chinese
commercial banker, because their longer maturity makes the loans
more vulnerable to economic or business fluctuations or to
management deterioration. In the evaluation of term loan
applications, credit analysis will centre around not only the net
worth and profitability of the borrower but also the borrower's cash
flow projections and management situation.
Consumer Loans,
These are short- and intermediate- term loans and include
installment and nonins tal lme nt credit. The major portion of
consumer loans are installment credit. These include personal loans
made to meet previously incurred or extraordinary expenses and loans
made to finance the purchase of specific goods or services.
Non-installment credit refers to
1. Charge accounts, such as credit cards granted by
merchants,
2. Service credit, and
3. Single-payment loans granted by banks to individuals.
The policies guiding the granting of consumer loans among the
American, British, and local Chinese commercial banks have three
common basic approaches:-
1. Every possible effort is made to ascertain the
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borrower's ability and willingness to repay the loans
and interest. In this respect, the borrower's
character and stability of income plus his previous
record for repayment at the bank or elsewhere, if
available, should be the best guide.
2. Great attention is to the purpose of
the loan. Loans, for instance, should
not be made for consumption expenditures. The basic
guideline is that the purpose should be reasonable,
taking into consideration the borrower's ability
to repay.
3. Short-term loans are preferred to long-term loans.
Mortgage Loans
These are mostly long-term loans secured by real estate. Such
loans are normally required to finance the substantial improvement
or acquisition of real property. There are mainly two kinds of
mortgage loans- residential and commercial mortgage loans.
Residential mortgages are usually preferred to commercial
mortgages because res iderntial buildings have a broader market than
commercial buildings.
In evaluating residential mortgages, the first basic control
guideline for all three categories of American, British or local
Chinese commercial banks is the borrower's ability to repay the loan
according to the payment schedule. In this connection the
borrower's income sources and outstanding liabilities are critical
information to a bank for the consideration of granting a mortgage
loan. Secondly, the amount of the loan should be limited to a
certain percentage of the true value of the property. In the loan
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convenant, it should be specified that the mortgagor should keep
adequate maintenance of the property, which should he subject to
periodical reappraisal by the bank.
Regarding a commercial mortgage, the basic-control guideline
is the ratio of the income derived from the property to the cost of
maintenance, servicing the loan and paying taxes. Obviously,
continuous availability of the income for servicing the mortgage is
equally important.
International Loans
This type of loan is found with the larger international
banks. Local Chinese commercial banks may or may not be involved in
this type of loan, depending on the scale of the bank's operation.
For American and British commercial banks, international loans make
up a considerable proportion of the loan portfolios and sources of
earnings.
The control guidelines for international loan applications are
similar to domestic loan applications. However, international loan
assessment takes into consideration the element of country risk,
which is absent for domestic loans. Country risk refers to the
summation of various risk elements and measures regarding the
political, social, and economical conditions of a country foreign to
the place of incorporation that may affect a borrower from that
country with respect tc his ability and willingness to repay.
Political upheaval, governmenL repudiation of external debts, or
exchange control are the common examples of risk elements involved
in international debt.
The American and British bankers expressed the opinions that
the best control measure lies in the competence of the staff
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responsible for assessing country risks. However, it is advisable
to have a diversification of loans among a large number of countries
and to set a limit on international loans in the overall loan
portfolio. One local Chinese commercial banker stated that his bank
would avoid international loans except where it was necessarily
related to existing domestic clients.
There are other more speci Eic types oC loans apart from the
three major types of loans described above. Similar basic credit
control policy guidelines are appropriate. The essence is that the
quality of the loan is more important than its type, be it a
commercial, consumer or mortgage loan. The quality of a loan
depends on the economy, the soundness of the borrower's management
ability, the profit trend of the borrower's business, and the market
position of the business in comparison to its competitors. The
types of loans depend on the demands of the various sectors of the
community. A bank should adopt credit policies, such as those
mentioned above, to help ensure the quality of the loans. In
addition, a bank should take into consideration its strengths and
weaknesses and decide on which types of loans it wants to place
emphasis. A bank with a good local reputation and history, for
example, may concentrate on retail banking and mortgage loans.
Furthermore a bask s management may, according to its chosen areas
of business concentration, allocate ceilings on different types of
loans, in order to apportion the bank's credit facilities in
response to the needs of various sectors of the community.
The loan quality, loan apportioning, and choosing the right
target markets are three basic areas of credit control, and the
corresponding credit principles discussed in the preceding
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paragraphs are common to all banks, no matter if they are in the
American, British, or local Chinese category of commercial banks.
4.2 The Loan Portfolio
It follows from the previous section that the proportion of
different types of loans provided by a bank should be, responsive to
the actual demands of the community in which the bank is located and
should be based on the resources, past experience, and present
expertise of the bank.
The overall magnitude of the loan portfolio is limited by
Section 18 of the Banking Ordinance to a maximum .loan- to-deposit
ratio of 0.75.
Apart from this upper limit, a bank should adjust its loan
portfolio according to the size of its equity base, the composition
of its deposits base, and the economical conditions.
A strong equity base can support a large loan-to-deposit
ratio, since it is the buffer for absorbing losses. If demand
deposits constitute a major portion of the deposits base, the bank
should give more short-term loans in order to ensure its ability to
meet sudden fund withdrawals. During a recession, loan demands will
be less whereas, during a boom period, loan demands will rise.
Also, certain periods may attract more investment in a particular
industry and thus more loan demands from that industry. For
example, the loans made to the wholesale and retail trades in 1981
soared to a new height. The following table is a brief summary of
the amounts of loans made by banks to different industrial sectors
outstanding as of the end of 1983.
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TABLE 6
Bank Loans To Selected Sectors
(IIK$ million)
As of the last day of 19 83 19 82 19 81
Building, Construction Property 37,194 36, 192 23, 642
Professional and Private Individuals 30,286 25, 7 54 21, 527
Wholesale and Retail Trade 23, 165 17,711 33, 199
Manufacturing 16)210 14,439 15,632
Transport and Transport Equipment 13)811 10, 5 09 81326
Electricity, Gas, and Telephone 2)684 2,242 1,087
.Stock Brokers 1,247 1, 893 1,846
Total 124,597 108,740 106, 159
Source: Census and Statistics Department, Hong Kong,
Hong Kong Monthly Digest of Statistics (Hong
Kong: The Government Printer, 19 84), p.60.
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Different banks lent in different proportions to these various
industrial sectors, depending on each bank's past and present
profiles and its expertise.
4.3 Target Customers
The first issue for a bank to formulate in its marketing
strategy is probably the issue of target customers. This goes
closely with the. issue of what type of loan business and to which
industrial sector the batik should direct its business resources.
The large international American banks place more emphasis on
corporate customers with large scale lending than on local retail
banking. One of the American bankers, for example, stated that his
bank's recent policy is to accept business of lending not lass than
$10 million.. In view of the recent weak performance in the real
estate market and shipping industry, the bank has set explicit
policy guidelines so that loans will be offered only to customers of
top credit-worthiness in the real estate or shipping industry.
One British bank places strong emphasis on attracting as many
local depositors as possible in its retail banking business, while
directing equal resources towards a great variety of banking
services to large and small businesses alike. Another British bank
defines its business in Hong Kong mainly in trade financing. The
third British bank, places emphasis on commercial banking as well as
merchant banking.
The local Chinese commercial banks interviewed, on the other
hand, direct most of their resources to trade financing of local
manufacturers, and the loans amounts involved are limited in' size.
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4.4 Loan Pricing
The price of a loan is the interest rate charged to the
borrower. The interest rates for various loans are usually
dependent upon the cost of funds that the bank. acquires from, say,
deposits. The cost of funds will then be the deposit rates offered.
The cost of making and servicing different kinds of loans and a cost
factor representing the probable losses that may be incurred over
time will also be included. Then the interest rate charged for a
particular loan will be the total costs mentioned above plus a
spread. The magnitude of this spread in. turn depends on some
other factors: the maturity of the loan, the size of the loan, funds
availability, and the best lending rate (or the prime rate) set by
the Hong Kong Association of Banks.
Cos t of Funds.
The local Chinese and British commercial banks, which are
incorporated in Kong Kong, usually acquire a large portion of their
funds through local deposits. Thus the deposit rates offered by
these banks are equivalent to the cost of. funds. On the other hand,
the American and British banks, which are incorporated elsewhere,
acquire their funds mainly through inter-bank borrowing in [long Kong
and through the Euro-dollar or Asian-dollar markets. This means
these foreign banks acquire funds at a higher cost than the locally
incorporated banks. Table 7 shows the movements of the deposit
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As discussed in the previous sections, short-term loans are
often preferred to intermediate-term loans, which are in turn,
preferred to long-term loans. Short-term loans usually mature
within one year. Loans with maturity of one to five years are
called intermediate-term loans and those with maturity of over five
years are called long-term loans.
Short-term loans are usually preferred because these assets
are more readily converted back into cash and enhance the liquidity
position of a bank. Also short-term loans are subject to less
economic uncertainties and thus to less risk.
Nearly all the bank officers interviewed responded that their
banks have the practice of annual review for term loans so that the
long-term loans-may. be withdrawn if the borrower cannot meet certain
conditions, such as a minimum liquidity ratio, over the year.
Size of Loans
Loans of large amounts to reliable borrowers may bear a
thinner profit spread than loans of a small amount, simply because
the absolute amount of prof_ is revenue generated will be considerable
even with a thin margin.
Availability of Funds
When interbank, funds are plentiful as they were earlier this
year among the Hong Kong banks, the interest rates will be lowered
to attract borrowers. When funds availability becomes tighter,
interest rates charged for loans will go up so that the bank can
make the maximum profit from the limited funds.
Best Lending Rate
The best lending rate is set by the Hong Kong Association of
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Banks which changes the rate in response to factors such as the
local economic situation, loan demands, and pressure exerted by
foreign interest rates. This is the prime or lowest rate charged on
a scan made by a batik to a customer who has either a long and
trustworthy business relationship with the batik or has the best
credit ratings among the banks in [long Kong. Table 8 shows the
range of the best lending rates in Hong Kong from 1978 to 1982.
TABLE 8














Security refers to pledged collateral for a loan. It may be a
combination of various assets, such as accounts receivable, real
testate, plant and equipment, publicly-quoted shares and others.
Security enables the bank to become a preferred creditor in the
event of liquidation, and to take precedence over general creditors
in the liquidation of any assets pledged to the bay. as collateral.
Secured loans are usually preferred by small and medium sized local
Chinese commercial banks to reduce the risk of loss when the
borrower declines to repay the loan at maturity. Collateral lending
also constitutes a considerable portion among the Bri tish commercial
banks. The American commercial bankers stated that they are ready
to offer clean loans if the borrower's business can prove a strong
cash-flow position. They are of the opinion that financial position
,and good management are much more promising than the protection
obtained through collateral.
Security is required to strengthen the borrower's credit
worthiness when his financial position is weak. But bankers usually
become cautious, for obvious reasons, when they encounter borrowers
who have to strengthen creditworthiness with collateral. The first
control step the bank policies require of the banker is to obtain
the primary claim to the collateral and that its value be equal to
or larger than the amount of the loan. An American banker quoted
the following forms of collateral and the corresponding loan limit
for each type of collateral:-
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Property- 50- 70% of appraised value
Publicly-quoted shares- 50% of market price
Fixed Deposit Receipts- 90% of face value
Machinery- 60% of invoice or market value, whichever
is lower.
In setting the priority for accepting a certain form of
collateral, a banker usually considers the marketability,
durability, and price stability of the collateral as the most
relevant factors.
4.6 Policy Formulation
From the information collected, the formulation of bank
policies in all of the banks interviewed is a continuous process.
For the American and British banks, some basic corporate policies to
achieve certain strategic objectives are spelled out by the top
management in the country of incorporation. Then the regional head
office will lay down the local operational strategies and the
corresponding policy guidelines designed to implement the chosen
strategies. The major portion of credit control policies belongs to
this operational level. Regarding the local Chinese commercial
banks, the same process is valid except that top management is also
located in Hong Kong.
Bank policies are also in a continuous process of evolution.
The operational policies regarding, say, offering only annually
reviewed long-term loans but not long-term loans with definite
maturity as are often found in actual bank practices, may turn out
to be unwise for the reason that it may discourage potential clients
who intend to develop business by long-term planning. Such
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phenomenon can be observed only through the work experience of
actually dealing with customers. Thus the middle management
officers who become aware of this must report the fact to the top
management who may not have similar operational experience and thus
cannot become aware of the drawbacks of such operational policy. If
the top management agrees to such an observation and the accompanied
recommendation to change the policy, the policy will be changed.
This illustrates that the bank policies are subject to change as the
business environment demands. Also, the change may originate as a
new idea from the top management, or the idea may originate from a
frontline lending officer's work experience. The bankers of all
three categories of banks responded that the operational lending
policies are usually annually reviewed and revised where necessary.
The bank' policies may be written or unwritten. Basic
corporate strategic policies and major operational policies are
usually published and circulated to the attention of all lending
officers. However, there may be some unwritten policy areas, such
as the attainment of of new accounits of cetain dollar amounts or the
limiting of bad accounts to a certain percentage of credit line.
commitments on the part of the lending officers.
4.7 Approving Authority of Loans
Loans may be approved by top management officials,
middle-management, or the frontline lending officers. Each level of
lending officers are given certain approving limit by corporate
policies. The American bankers responded that the Head Officer
(Vice President level) for the Hong Kong Region usually approve up
to 60-70% of the loans offered in Hong Kong. Because of the
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magnitude involved, 20-30% of the loans require the approval of the
Head Officer (Senior Vice President level) responsible for the
Asia-Pacific Region. Among the 60-70% of loans, further delegation
of approving authority is made to lending officers in
middle-management (say, Assistant Vice President level) for loans tip
to a lower limit. Middle-management will, in turn, delegate certain
approving limit to the frontline lending officers of Manager or
Assistant Manager level. Similar delegation of credit limit
approving authority is found with the British and local Chinese
commercial banks.
Analysis of Credit Control Operation- Single or Double Checking?
One interesting difference found among American, British and
local Chinese commercial banks is the existence of a separate
Credit Control Department among the British banks and a similar
Credit Analysis Section or Committee found in the local Chinese
Commercial banks.
The separate Credit Control Department, according to the
bankers interviewed, serves as a third party to the bilateral
relationship between the frontline lending officer and the
customers. The third-party people will then carry out an
independent credit analysis on the loan proposal submitted by the
frontline lending officers. Only if this independent credit
analysis body raises no objection will the loan proposal receive
final approval from the approving officers.
However, if the lending officer proposing the loan does not
agree with the credit analyst, he may submit his report recommending




The work relationship among the customer, the lending officer,
the credit control analyst, and the approving authority is best
illustrated in the foolowing flowchart.
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The organizational relationship among the lending officer, the












Obviously the presence of an independent credit control
department or committee is a note-worthy credit control policy found
among the British and local Chinese commercial banks. From the work
relationship discussed above, it may be noted that there is some
degree of duplication of duties in credit analysis which is carried
out by both the lending officers, and those of the credit analyst.
In theory, the lending officer may leave the detailed analysis to
the credit analyst. But in practice, the lending officer does not
want his loan proposal being turned down by the credit analyst.
Thus the question of duplication of similar duties is justifiable.
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The advantages of setting up an independent credit control
division, according to some of the bankers interviewed, are twofold.
First, the credit analysis procedures are made stricter through a
second-checking by an independent credit control department. This
will certainly encourage the lending officers to evaluate a
potential client's credit-worthiness with greater care before a loan
recommendation is made. 'This, in effect, can offset the tendency of
the lending officer to over-emphasize marketing, that is, acquiring
new accounts, owing to the quota requirement in some banks.
Second, an independent third-party, such as the credit control
department, will place the balk, in a better position to say no to
a client, especially when the client has a long history of
transactions with the bank, or if the client is an. old acquaintance
of one or a few of the directors, or if the client is a well-known
name in business.
It is interesting to note that the American commercial banks
do not have similar independent credit control division incorporated
in their lending organization structures. Instead, the lending
officers themselves are given the full responsibility of analysing
credit requests. A lending officer, for example, will be
responsible for calling and attaining a new client's loan request,
as well as assessing the credit needs and credit-worthiness of the
client. Nevertheless, he will have to obtain one or two other
lending officers' support before the loan application is approved.
These supporting officers may be of the same level as the initiating
officer, but usually at least one of them is of a higher rank so
that the approving limit will be higher. Depending on the size of
the loan and the industry that the borrower is in, the initial
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officer will be- required by explicit written credit control policies
to obtain supporting recommendation from certain listed ranks and
titles of officers.
While the detailed organization structure and credit operation
procedures among the three categories of banks will he discussed in
the following chapter, it may be noted here that the value of such
an independent body actually depends on the individual need of a
bank. Here the cost-benefit analysis should come in. What costs
will be incurred? How much, in dollar terms, of bad loans may be
prevented by setting up such a body? It is also interesting to note
that most of these independent credit control departments or
committees have been set up for only one and a half years to two
years. As might be expected, the banks are not willing to reveal
exact figures• relating, to the cost of their independent credit
-control department nor to their losses from the bad loans. Thus a





CREDIT CONTROL OPERATION AND PROCEDURES
5, 1 Organization Structure
Banking is such a complicated and professional business
that it requires a fine job division to accommodate expertise
from various fields. However, a special kind of activity, say
lending, requires a large group of people to work closely
together to produce a smooth, successful deal.
These people may well come from different departments. It
is certainly helpful to have some background understanding of
the organizational structure, so as to envision the detailed
credit operation discussed in the coming section.
We will concentrate on delineating the positions of credit
control in each type of bank from an organizational perspective.
To form a complete picture, both organizational and informal
working relationships will also be discussed. With the advent
of improvements in telecommunication and transportation,
international trade. has grown at an exponential rate.
International finance has furnished crucial support. There is a
strong natural tendency for banks to expand and develop into
international banks. In this research, banks are categorized by
their countries of incorporation and management style.
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Under the headquarters office of international banks,
regional head offices are established on a geographical basis,
say Europe and Asia. Under the regional offices, there are
country offices. In the Asia region, the regional office is
often located in either Tokyo or Hong Kong. The subject of this
research is the Hong Kong banks. The data collected are on the
local business and represent the Hong Kong Office instead of the
worldwide corporation.
American Banks
The power hierarchy of the typical American Bank is best
summarized by the word Decentralization. The Hong Kong
Office enjoys a strong degree of autonomy, it does not need to
report and submit all the loan transactions to the
Headquarters, case by case. The controlling unit in the
Headquarters serves to evaluate the Hong Kong Office as a whole
instead of on a case basis. They may also play a hand in those
loans that exceed a cei_ tain credit limit and in those problem
loans. Typically, the review is carried out on an annual
basis.
In the Hong Kong Office, the Marketing Department also
enjoys a strong autonomy. The organizational structure is
characterized with a short vertical span. The line of control
and working relationship are quite flexible. Every marketing
officer has his own credit authority , which is allocated in
according to performarice and seniority. Instead of a strict
supervisor-subordinate relatlolls hip, these form temporary
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teams. As there is a tendency for a banking offic_er to develop
into a specialist in fine areas, such as shipping and real
estate, some teams maintain a durable relationship.
Marketing officers are delegated full responsobility to
identify potential customers and collect and evaluate
information for credit judgement. Every loan approval- is made
by a credit team consisting, usually, of three marketing
officers.
When the credit line far exceeds the credit authority of
the marketing officer, then he needs to request some senior
marketing officer for his joint approval. However, this does
not mean that the responsibility is, thereby,' moved up the
line. The junior officer is the person who has the best access
to the customer, the best ability to gather neccessary
information and the responsibility to do the appropriate
analysis. An internal credit control unit is rarely
established, the marketing officer also bears the
responsibility of follow up and control.
To sum up, credit activities in American banks are so
decentralized that having a separate internal credit control
unit, other than Marke ting Department is not a common practice,
because the Marketing Department is responsible for credit
assessment as well. as credit control.
British Banks
British banks are on the other extreme from American banks, in
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the sense that they are highly centralized.
Expectedly, they are the pioneers in introducing and
practicing the concept of central credit control to work in
parallel with the Marketing Department. The work of the
Marketing Department is thus narrowed down to finding
customers, collecting relevant information, and analysing and
submitting report to the Credit Control Department.
On receiving the credit report, the Credit Control
Department will go through more or less the same credit
assessment procedure as does the Marketing Department. They
first go through the information contained in the credit report
and may gather additional information directly from the
customers to make the credit judgement. They then prepare and
submit another credit report, together with the one prepared by
the Marketing Department, to the Country Officer or another
credit committee for final evaluation and decision making.
Besides the local Credit Control Department, further
control comes from the controlling unit in the Headquarters.
Annual credit reports on all the existing accounts must be
submitted.
Local Chinese Banks
The best single word to describe the structure of the
local Chinese banks is stratification.
At first glance, one can see that the locally based banks
should have a much simpler organizational structure, as they do
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not need to communicate so frequently with the headquarters.
But, in reality, the structure is stratified-- Marketing
Department, Credit Assessment Department, and layers of
supervisory committees.
The work of the Marketing Department is to communicate
with the customer arid collect the necessary informa Lion. The
information so collected will then be subiid. to the Credit
Analysis Department for spreading. After that, the Marke ting
Department will prepare a written report and submit it to the
credit committee, consisting of junior directors. If the
credit involved is so large that the committ.ee does not want to
take the responsibility, it will pass the case up to another
committee, which consists of more senior directors. It may
finally reach the General Manager and even the Board of
Di rectors.
Procedures originally intended for fairness turn out to
be complicated-- The Marketing Department can appeal to the
more senior supervisory committee to override the judgement
made by the junior supervisory committee, which also has the
right to re-appeal.
5. 2 Credit Control Operation and Procedures
Af ter studying the organizational structure, it is time
to discuss on the detailed operation and procedures of credit
activities. Both the credit assessment procedures and the
credit control procedures will be covered.
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Starting from identifying the target market, the bank
officers have to locate and approach the potential clients.
They then proceed to collect and assess information, such as
financial condition, purpose of loan, sources of payment and
many other relevant issues. Recommendation, together with a
spreaded financial form, will be given in a written report for
approval.
Before the final approval, some credit control take
place.
When the loan is finally granted, the operation is far
from complete. The marketing officer has to place evaluate the
accounts. He has to collect and analyse the current information
at a fixed interval. He will work closely with the credit
control unit, if any, to ensure that everything is on the
track, or to take corrective action at the earliest time so as
to minimize default.
American Bark Credit Assessment
The job of a ma rke t ing officer begins with the
Guide-book from the Headquarters. Inside the book, are
pre-loan policies that set down the preliminary criteria for
accepting new accounts:
a. list of good companies
b. liquidity ratio
c. profitability of the past three years
d. position in the industry
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e. leverage ratio
f. in business for at least three years
The pre-loan policies, nevertheless, serve only as a
preliminary tool to cut off those high-risk customers before
going deep into the time-consuming and expensive credit
assessment process. They are not blindly followed, or else-
banks would not need to recruit bright university graduates for
the marketing job.
Bearing the pre-loan policies in mind, marketing officers
start with identification of the target market. They approach
customers through their own social and business connections.
Quite often, they obtain new customers by referral from the
existing customers.
The marketing officers then proceed to collect and
analyse information for the credit proposal. It is organized
around two major areas: evaluation of the business, amd
evaluation of the credit.
Evaluation of the business
a. Changi ng world conditions





.phase of product cycle
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Evaluation of the credit
a.Purpos e of the credit
fit with the borrower's business
fit with the hate's policies




cash flow from operation
conversion of asset to cash
seasonal fluctuation
deterioration of collateral
The financial data are then spread on a standard form.
Relevant financial ratios and indicators, such as current ratio,
debt/equity ratio, and interest coverage are also worked out for
reference. Data of several years are required to understand the
trends.
British Bank Credit Assessment
The marketing officer first asks for the financial statement
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for the past three years. It is quite unlikely that a British bank
will lend money to a customer who cannot present a financial
statement. After going through the analysis stage, the marketing
officer may consult the customers when items and accounts in the
balance sheet are not cleared or when irregularities in the
company's financial performance are detected. Additional remarks
are added to the recommendation.
Besides a study of financial aspects, the marketing officer
also has to proceed to study the company and its directors'
borrowing power and to compare such information with the
borrowing/liability indicated on the financial statement. To
complete the investigation, the marketing officer has to obtain an
updated Search Report on the company, together with updated banker's
and guarantor's reports.
Based on the above information, the marke ting officer can
undergo a primary study. If the finding is good, he will negotiate
and bargain with the customer on the credit terms. A credit proposal
is submitted.
The senior marketing officer may not approve the proposal, he
may want to have more information,. more security, or' tightened
terms. The case is then passed back to the marketing officer, until
the final approval can be. reached.
The next job is to file documentation. It usually includes the
following:
-copy of Business Registration Certificate
.company search report
.Memorandum and Articles of Association
.Certificate of Partnership Authorization
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. Corporate Resolution to Borrow for HK$ dd.
.General Agreement for Commercial Business dd.
.copy of Continuing Guaranty
.insurance policy
The final thing to do is the following tip. Bear in mind that
the loans are paid in the future and the borrower's future may be
different from its history.The marketing officer must look into the
suture months and years.
It is the responsibility of the marketing officer to obtain
periodic financial reports from the borrower to spread, analyze and
interpret. He should also continually evaluate the trend of the
borrower's business, so as to identify developing problems early.
Apart from analysing financial statements and other reports,
the marketing officer is also required to make periodic calls on the
borrower and inspect and verify the security of the bank pledged by
the borrower.
As the best marketing opportunities are with the existing
clients, the surest way to uncover the opportunities is through
constant contact and discussions with the borrower.
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Chinese Bank Credit Assessment
Local Chinese banks have a different target segment from their
foreign counterparts. They generally place more emphasis on doing
business with the local businessmen than do those multinational
companies. The underlying reason is that they know the local
companies better, and they know the local businessmen personally. As
a result, Chinese banks are always neighbour banks. Moreover,
Chinese banks are much more commited, in the sense that they invest
on a dense network of branches. It is natural to see that the
marketing of a Chinese bank is on the branch basis. The branch
Manager is the top official in credit, with several marketing
officers reporting to him.
AS a neighbour balk. and, also considering their conservative
policy, Chinese banks are less aggressive in locating new customers.
They prefer to maintain the existing good customers. Referral is
the main tool through which they absorb new customers.
When new customers or existing customers want to extend their
credit line, the marketing officer has- to collect information for
the credit report. As customers are mainly small Chinese
businessmen, financial statements are not always available. The
Marketing officer has to rely on other supportive data, such as
taxation, to judge on the financial reliability of the customer.
Fortunately, the lending policy of Chinese banks is more
collateral-oriented. The most convincing part to he included in the
credit report is the collateral.
Through. the branch manager, the credit report will he
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submitted to the credit analysis department with one copy to the
supervisory committee if the credit involved is larger than the
limit of the branch manager.
Amercian Bank Credit Control
In a typical Amercian bank, credit control is four-fold. The
first control comes from the pre-loan policies. These are set up by
the Headquarters, based on the World economic situation, the
Worldwide bank policies and strategies, and the past performance of
the country branch. Nevertheless, the pre-loan policies are
modified locally to best utilize and fit the uniqueness of the local
business climate.
The second control comes from the guide-line handbook. Not
only does it provide rules to be followed, but also as a record of
the costly mistakes that the marketing officers have committed in
the past. Mistakes are nothing evil, provided that they will never
be committed again. Besides the guide-line, the practice of joint
approval by three marketing officers serves to minimize
subjectiveness and ensures that more viewpoints are considered.
The third control is from the loan administration. When the
credit is approved, it needs to be put into a computer for filing.
The computer program has ,already been supplied with some ceilings.
This can work as a double check, no matter how weak such control may
seem.
The final control conies from the annual review by the
marketing officer himself. He has to follow the account and obtain
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updated information.
British Bank Credit Control
The British b: nkk has a very tight c,ointr.oi. The first control
comes from the credit control department. The department is
parallel in structure to the credit department. That is to say,
they share equal voice in the credit approval. However, their
relative dominance shifts from time to time. Generally speaking,
when the economic situation booms and even the worst borrower can
repay the loan, the credit department will have the larger voice.
On the other hand, in a depressed situation, it is the credit
control department that will have a stronger influence.
The credit control department is parallel in the sense that it
has its own complete credit team. It includes credit information
officers to collect credit information professional credit analysts
to spread the balance sheet credit assessors to evaluate the market
price of the collaterals.
With the existance of the credit control department, the
credit department cannot approve loans all on its own. I t always
requires a joint approva1 from the credit control department in
order to convince the credit supervisory committee to finalize the
loan. It is a very tough control.
Another major control comes from the report format. The
British bank is well-known for its tremendous documentary paper
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work. In the credit proposal, the marketing officer has to fill out
quite a number of forms. This ensures that the marketing officer
will not miss any relevant information. But it also rules out any
irregularities and maintains a very rigid credit assessment system.
To make the control even tighter, there is the annual report
sheet for every customer. Every year, the country office has to
record all the transactions of the credL t accounts on a report sheet
and send it to the headquarters.
The final control comes from the classified debt on a quarterly
basis. Every three months, the branch manager has to review all the
outstanding loans. Those that breach the terms of agreement, exceed
the credit limit, or cannot meet the interest payment, will be
classified, as problem loans. Then the branch manager must prepare a
classified debt report and refer the whole case to a special
intensive care unit for nursing the account.
The classified debt report includes the following:
a. Reasons for placing the account in the classified debt category.
b. Reasons for granting facilities and original arr_angment for
repayment.
c. General character of the account.
d. Why has the account failed?
e. Present arrangements for and serving the account.
f. Definite proposals. to improve the Bank's position and what steps
have been taken to date.
g. A statement of whether the security is free of outside charges
and
steps taken to verify, with date of last search. Particulars of
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outside charges should be given.
h. Has customer any other assets over which the bank can obtain
an effective charge?
i. Is legal action recommended?
j. Any other relevant information.
The detailed classified debt report is good for a remedy, as
well as a good learning exile rierice for the a rke ting officer. It is
also a good control because, when a narke ting officer is approving a
credit, he has to think of good reasons to defend his approval
should it turn sour.
Chinese Bank. Credit Control
Chinese banks are unique in the sense that both their main
business and their headquarters are in Hong Kong. The control is
less lengthy and communication is short. This creates a situation in
which the senior management controls all the credit approvals.
Moreover, Chinese have their own way of doing business. They rely
more on people than on systems. Thus, there are no rigid credit
policies and credit control policies. It all depends on the
attitude of the influential directors. However, it is a common
practice among Chinese-banks to separate the marketing job into
customer communication and financial analysis. The main role of the
marketing department is to collect information and serve the
customer, while the whole bulk of financial analysis work is taken
up, by the credit analysis department. However, the control is weak.
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As the supervisory committee has the Iin11. authority, it is glu-i.te
likely the credit analysis will tend to make their recommendation in
line with the aatti.tudes of the coninIittcc.
5.3 Merits and Demerits
Every system has its own merits, especially those which can stand
against tine. However, there must also be some demerits, as no
system is perfect.
American System
The most competitive advantage of the American bank in
attracting customers is their relatively short reponse time. Their
system allows great flexibility and high autonomy in that the front
line people can make their decision and do not need to wait for the
approval of the senior people
In other words, the decision makers are always close to the
market. This gives them the best position to grasp the latest
market Si tua Lion a and to intrepret customer needs.
In addition to the prompt response, another merit goes to the
job satisfaction of the marketing officers. The marketing officers
ar delegated with full responsibility to identify potential
customers and to collect and evaluate information for credit
judgement. They also bear the responsibiltity of following up and
control. Sometimes, they even have to take charge of court action
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in case of default. The high autonomy and flexibility of skills all
contribute to a high job satisfaction for the employees. It is not
surprising to see that they have a relative high morale and sense of
belonging.
On the other hand, the decentralized system provides better
training for the employees. The marketing officers benefit from a
wider exposure. They will have a complete understanding of the
whole range of credit activities. They will psychologically build up
confidence to take on more responsibility. This is a very important
resource tor the management team.
The most notorious demerit of the American system is the
possibility of an imbalanced portfolio. As the system is so highly
decentralized, marketing officers may not have a clear compromise on
the relative loading of different types of loans. For instance, in
the period of property boom, most marketing officers will make some
loan agreement to the property developers, leading to a high
percentage of real estate loans in the portfolio, which may prove to
be too risky when the property boom is burst.
Another demerit is that marketing officers enjoy too much
authority. For a well-experienced and competent marketing officer,
this is the most effecient sysyem. But green marketing officers may
be too innocent and may commit some unforgivable and irredeemable
mistakes.
British System
The most important merit of the British system is a unified
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credit policy• throughout the marketing officers, and even throughout
the world. Besides a clear definition of the bank's overall
policies in written guide-lines, the tight control will enforce them
all over the world-wide operation. This will not lead to any
over-emphasis on any one type of loan.
Howeve r, a tight control system has the trade off of a
sacrifice in reponse time. As the marketing officers do not have
the final au tllo ri ty to approve the credit, it takes time for them to
prepare a written report to let the senior people study and
evaluate. The whole credit consideration. is thus a time-consuming
process. The efficiency can be said to be relatively low in view of
the response time.
Chinese System
The top management does not delegate the authority of credit
approval to front-line people, but holds the authority itself. The
control is so tight that it bears the merit of following exactly the
bank credit policies, because the policy makers and implementers are
the same group of people.
The greatest drawback of such a system is that the top manager
has such a concentration of authority that in case his judgement is
subjective, the turnout may be a disaster.
5.4 Problems and Solutions in the American System
In view of the weak control and high autonomy, the conflict
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between the marketing man and the control man is highly minimized.
For most of the time, the marketing job as well as the controlling
job is carried out by the same person. However, problems do arise
from the other areas. For instance, imbalanced portfolio and
incompetent marketing officers are the two most far-reaching
problems.
To solve, or at least to minimize, the problem of imbalanced
portfolio, there should he periodic overall review of the portfolio
so as to detect the dangerous imbalance at the earliest possible
time.
For the second problem, an incompetent marketing officer
enjoying high autonomy is just like allocating a blind person to
drive a car on the road. The problem can be minimized by recruiting
talented graduates and offering a good training course. Moreover,
the practice of joint approval-by a credit committee consisting of
three marketing officers serves also to correct some of the
def_ iciencies.
5.5 Problems and Solutions in the British System
The parallel credit control department creates a lot of
conflicts with the marketing department. Having spent a lot of
effort to locate customers, together with some personal friendship,
it is not hard to imagine that the marketing officer has a
relatively loose criteria on credit approval. The situation is even
worse, especially when the marketing officer wants to fulfill his
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assigned quota and to earn more chance for a bonus and promotion
prospect.
For the credit control man, the situation is completely
different. His main job is to give an objective and independent
assessment to the credit. His performance is hence not based not on
the amount of money he is making, but on the accuracy of his
assessment. Thus, it is much safer for him to say no to some
borderline cases, than to say yes, which may later cause a default.
Conflicts between the marketing and control man are thus
unavoidable, but the point is to reduce such conflict and to
increase the efficiency of the bank operation. The best way is to
get rid of the underlying conflict--- the performance appraisal
-ystem. If the performance appraisal is based more on seniority,
then both the, marketing and the control man do not have to protect
.their own interests so much. Another possible solution is to rotate
or interchange the marketing man and the control man. This will
provide a better understanding from the standpoint of each other,
and some personal relationship may be built up to maintain a smooth
co-operation.
5.6 Problems and Solutions in the Chinese System
The conflicts between the marketing and control man are
exactly the same as in the British system. It can hence be solved by
the. same method-- performance appraisal based more on seniority.
Another possible solution is to maintain a powerful and efficient
supervisory committee. As the supervisory committee has the final
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authority in hand, it will reduce the fight between the marketing




Lending and credit control policies and procedures are
necessary to steer any bank towards the implenmeii La tion of cor_po rate,
business, and functional strategies, which aim at achieving the
bank's corporate objectives. There tray he policies and procedures
in areas other than lending and credit control. However, lending is
the core business of a bank. Thus lending and credit control are
the most important areas demanding clear and sound policies and
procedures to provide guidelines for operation. This feature is the
same for all categories of banks, be they American, British, or
local Chinese commercial banks.
There are implicit bank control policies that require that the
bank run its business within the legal provisions imposed upon the
banking business by the Hong Kong Banking Ordinance.
Major areas justifying explicit .control policies include types
of loans, .loan portfolio, target customers, loan pricing, security,
policy formulation, and approving authority of loans. The greatest
difference among the American, British, and local Chinese commercial
banks lies in the area of target customers, preference for secured
loans, acquaintance lending, and credit control organization
structure and operation procedures.
The credit control operation and procedures for all- the three
categories of banks are separable into presale and of tersale areas.
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I t is in the presale area that some signif icant differences are
found with the three categories of banks.
The first point of difference is the target customrier group.
Local Chinese coinnercial banks, operating on a smaller scale than
larger foreign binnks, usually rely to a larger extent on local
manufacturers and business firms as their main target customers.
The second point of differnce lies in the types of loans preferred.
The British and local Chinese banks seem to have preference for
secured loans and have practised acquaintance lending. From
information gathered from other sources, there is evidence that some
British banks also had experience in name lending. American banks,
on the other hand, place strong emphasis on the analysis of the
borrower's credi tworthiness, mainly through financial analysis.
The third point of difference lies in the organization
structure and operation procedures for credit analysis. For British
and local Chinese banks, marketing officers are not the only people
doing financial analysis of the potential clients. There is usually
a separate team of credit analysts, who serve as an independent
assessor of the loan proposals submitted by the marketing officers.
The American banks interviewed, on the other_ hand, do not have such
a separate team of credit analysts. Instead, the marketing officer
will do the financial analysis himself and make loan proposals,
though such proposals usually need the approval of another one or
two rnarke ting officers of the same or higher rank, depending on the
size of the loan. The British and local Chinese systems enhance
objectivity and tighter control but bring in inefficiency and
duplication of certain duties of credit analysis, whereas the
American system enhances efficient, streamlined operation but is
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more vulnerable to subjective judgement and personal preference of
the lending officers.
There are other presale control policies, such as those
requiring minimum profitability or a 1: 1 liquid.i_ ty ratio achieved by
the borrower for the past three years. These kinds of credit
control policies on the operational level are common in all three
categories of comine.rcLal banks, tlioufdi the cie to fled control
requirements, such as the minimum acceptable liquidity ratio for a
specific industry, may differ.
After-sale control procedures include those duties taken up by
the credit administration or operation department such as to ensure
that the loan proposals are signed by the appropriate lending
officers or credit committee members, or to ensure interest due is
paid on time. These after-sale control procedures are quite routine
in nature and manifest little, if any, difference in nature among
the American. British, and local Chinese commercial banks.
In order to ensure that the hank operate within the provisions
of law and that the efforts of the staff members of a bank will
effectively contribute to the achievement of the bank's objectives,
implicit or explicit control policies and procedures come into being
for consistent compliance by all employees involved.
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1. What are some common corpo rate objectives for your bank
2. What are the general bank policies in lending?
3. What are the common types of loans offered by your bank?
How do you rank the bank's preference for each of the
various types of loans?
5. How are the loan policies formulated? By whom are they
formulated? How of ten are they reviewed and revised?
6. What is the organization structure for the credit control
operation?
7. Have there been any major changes in organization. structure
in relation to lending and credit control operation
and procedures for the past few years?
8. What are the credit assessment (analysis) procedures?
How much emphasis is placed on the applicants
financial statements? What are the follow-up actions
of ter a loan is approved?
9. How does the bank delineate the responsibilities between
credit assessmeniL and credit control?
10. What are the departments that have close work relationship
with the lending department and credit control department?
11. at are the common n problems in credit analysis?
12. What are the general policies towards dealing with problem
loans? Generally speaking, what is the percentage of
problem loans in the loan portfolio?
13. How could an independent credit control department help?
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